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‘, This appeal is made pursuant to section 256.67
of the Revenue and Taxation Code from ‘the action of, the
Franchise Tax Board on the protest of Newport Ba+lboa
Savings and Loan Association against proposed assess-
ments of additional franchise tax in the amounts of
$16,403.42, $21,762.21 and &t-,593.87 for the income
years 1961, 1962 and 1963, respectively. Since the
filing of this appeal, respondent Franchise Tax Board ’
has conceded that an error in computation was made and
that appellant Newport Balboa Savings and Loan Associa-
tion actually made an overpayment of $727.36 in tax for
the income year 1.963.

The question presented is whether respondent
abused its discretion in determining what constituted a
reasonable addition to appellant’s bad debt reserve.

Appellant was incorporated in California on
October 21, 1936, and actively began conducting business
on November 28, 1936. It elected to use the reserve
method of accounting for its bad d_ebts. A d d i t i o n s  t o
appellant’s bad debt reserve were based upon a factor
reached by computing the average ratio of its losses to
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its ou.tsta.nding  loans during the 20-year period 1928
t!lrO:Lqgl 1947. Appellant used the state-wide average bad
debt 1.0s~ experience for the years 1928-1.937 and its own
experience for the yea.rs 1938-1947.

0

,

Ori ginally r resp0nd.en.t  determined that appel-
lant 1 :: own loss experience should have been used for the
ILast too months of 1936 and for 7937 a,s well. as for the
jrears 1938 through 19k7. For administrative convenience 9
:kespondent conceded subsequently that appellant could
use statewide experience for a.11 of 1936. Because no
losses were incurred_ by appellant in l-937 7 respondent 1 s
use of appellant’s own experience for that year affected
the factor and red.uced the allowable addition to the bad
debt reserve. That action by respondent gave rise to
thi s appe al.

Section 24311-8, subdivision (a) ; of the Revenue
and Taxation Cod-e provides in part:

There shall be allowed. as a deduction debts
which become worthless klithin the income yea.r ;
O??:, in the discretion of the Franchise Tax
Board, a reasonable addition to a reserve for
bad debts.. . . 0.

.Re gulation 243’-.~8  (a) 9 title 18, California Administrative
Co,de states in part:

(3) Rules Governing Use of Reserve Method.
In determining the ratio of losses to out-
standing loans for income years, beginning
after December 31> 1958, a moving average is
to be employed on a’basis of 20 years experi-
-ence) including the income year. This period
of time was selected since it represents a
sufficiently long period of an association’s
experience to constitute a. reasonable cycle
of good and bad years. However., in lieu of
the moving average experien.ce  factor an asso-
ciation may use an average experience factor
based on any 20 consecutive years after the
year 1927 ; provided, that for any 20-year
period selected the association must use its
own bad debt loss experience for the years
that it was in existence during the period
selected and the a.verage  bad debt loss a
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experience  of simi1a.r  associa_t~~ons l o c a t e d
in this State for such years as are necessary .’

to complete t h e  20-year period. A s s o c: i. at i 0 17. s
which have not been in. existence 20 years,
see subpa-ragraph (3) (ii). T h e  p e r c e n t a g e  s o

whichever factor is used, applied ,_obtained f
.. to loans outstanding at the close of the in-

come year , d_etermines  t h e  a m o u n t  o f  pemis-
sible’ reserve in the case of an association

.

‘; changing to the reserve method in such year :
, . . and the minimum reserve which an associa-
tion will be entitled to maintain in future ’
y e a r s . . . . An association following a, change
to the reserve method of accounting or which
continues such method for determining bad .,
debts, may continue to  take deductions from
gross income equal to the curr.ent moving
average or the alternative average percentage
of actual bad debts times the out standing
loans at. the close of the income year, or an : s
amount sufficient to bring the reserve at the c
close of the year to the minimum,  mentioned:
above, whichever is greater. ‘Such continued ‘.
deductions will be allowed only in such amounts.
as will  bring the accu_mul_ated‘ total at the ‘. ’ :..
close of any income year to a total not ex-. : ‘I:
ceeding three times the moving average loss ‘.
rate or the alternative method rate applied
to outstanding loans.. . . ,’

***

(ii) . . . If such association has not been ‘. I_.
in existence during all or part of either of
the 20-year periods des’Cribed at the beginning -_

of this paragraph, it must use an average ‘bad
debt loss experience factor consisting. of. its, . . :, ’
own bad debt losses during the years for the -.
per iod  se lec ted  p lus  the  average  bad  debt  ’
losses of similar associations located.’ in
this State for such years as are necessary
to complete either of the 20.-year periods
selected.. The average bad debt losses of
such associations for the years 1928 to 1947,'.
inclusive, has [sic] been deterrnined by.the
Franchise Tax Board to be 0.6 percent. The
average bad debt loss for each year from
1928 to 194-7, inclusive, is as fell.ows..  . .
The statewide average loss allowance is
applicable for all income years beginning
after December 31, 195'8.
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Appellant contends that hy requi.ring it to use
its ok+% bad debt loss experi.enc:e  during the depression
yeas, particularly for its first full year of  existence,
respondent unreasonably d.iscrii~1li.n.a.i;ed  aga,inst appellant
in a manner constituting an abuse of discretion. ‘I’0
i l lus t rate , ap ellant states

rregulation 243 -1-8 (a) ,
that under the provisions of .

an. association formed in recent years
is entitled to use the statewid.e average loss figures set
forth in that regulation for the entire 20 years in com-
puting its a.llowa.ble  bad debt reserve. An association in
existence prior to the depressi.on period has the benefit
of a backlog of loans made during good times 7 which went
bad in the 1930’s. In contrast ‘I appellant urges that
because of its formation in 1936 and its existence during
some of the depression years, it is obliged to use its
own negligible loss experience for those years, and is
thereby at an unfair competitive disadvantage.

Appellant specifically objects only to using
i,ts own experience for 1937> however: and is not urging
use of statewide experience for subsequent years. Appel-
lant maintains that because of regulatory requirements
and policy considerations it is impossible for savings
and loan associations to incur any losses during most of
their first full year of existence, and_ therefore it
argues that using such experience is completely meaning-
l ess .

By its enactment -of section 24348 of the Revenue
and Taxation Code, the Legislature has made the reason-
ableness of an addition to a reserve for bad d.ebts  a
matter within the discretion of respondent. Respondent’s
disallowance of the deductions claimed by appellant must

therefore be upheld unless appell’ant  can sustain the
heavy, burden of proving that. respondent has acted arbi-
trarily and capriciously, thereb abusing its discretion.
(First NaJi_on_aJ~B~ni__i~. Olney, 4t T . C .  764 affld 3 6 8
F.2d 16T; &me21 of  Si lver  Gate Building a:d Lban’Asso---_b..-- .._-.-.--.-  V-W.... - _-__._ -.. J..------ _I_^_
ciation,  Cal. St. E. of Equal., Aug. 19, 1957.1)-l--l__

In its disallowance of appella.nt’s  c la imed
deductions respondent has fol1owe.d its own regulation
24-348 (a). That regulation is very similar to Mimeograph ,.
6209, 1947-2 Cum. Bull. 26, as supplemented by Revenue
Ruling 54-148, 1954-l Cum. Bull, 60, and Revenue Ruling
57-350,  1957-2 Cum. Bull. 144, which together spelled
out the policy of the Commissioner of Internal Revenue
in granting bad debt reserve deductions to banks, pursuant
to a federal statute substantially identica.1 with the one
that concerns us here. (Mimeograph 6209 and suppl.ementa.1
rulings are now superseded by Revenue Ruling 65-92, 1965-l
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0 cull1 * Bnll. 1X2, as iapplamc~~~i;ed  by Revenile Rn1.in.g  66&,
1366-1 cunl. Bull . . 4-I , ) -

.’
Federal. couth t s have cowis tenti y upheld the

requirement in Mimeograph 6209 and the rulings’ supple-
menting it that a bank must use its own loss experien.cc
during the selected 20-ye,ar  averaging period, if it was ,’
in existence during ,that period, including tkie use of ”
its own experience for the initial year(s) of its exist-
ence. This rule has been imposed even if the bank’sI losses are very low for the first year because borrowers’
obligations had not yet matured. (First National Bank
in. Ol_nG;71.I_.--.-tr  9

sup r a 9 k&. T , C ~

Commercial B,ank
7 6 4. )

45 T. C. 175e >
aff I d,-~~~-~,-~~--~~~~--~~rs t-_--

I---._- 9 The use of substituted.
loss experience has also been denied in cases where bad
debt losses during the depression years were kept very
low by the prior management’s conservative loan policy,
which was subsequently liberalized. @i~FiJ__N~JJa~

&,x&c o f  L a  Feria-, 24 T .,C. 429 9 aff 1 d per curiam, 23
F.2d 868; Union National Bank Rc Trust Co. of El..i,P-^---IIIIIP -1 1- -1 -
26 T.C. 537.)

. 1
Appellant argues that the case of Union_II-

National Bank of Youngstown v. United Staples,,  237 F._I_
Supp.  753 and the Franchise Tax Board Legal Ruling 314,
dated August 25, l966, control the instant ,situation.
In the Youngstown case a depression-born bank was
allowed to use %e experience of two predecessor b,anks
for its first year of existence, during which it in-
curred no losses, because the taxpayer bank’s own expe-
rience in that year was determined not to be meaningful.
However 9 in First NGtional Bank in Olneyl, supra, and Firstl--..-----I-
Comme  r ci a.1 BankP----9 supra, the YounpLstolm deci.sion was-_-
limited to situations where the commencing financial
institution represented a continuation of the business
of previously existing institutions. The reasoning of
that case was not regarded as applicable where the
commencing institution was unrelated to the institutions
from which the,borrowed experience was sought. Further-
more, the above legal ruling allows use of the statewide
factor for years when an association was inactive or in
the process of liquidation, but does not authorize the
use of that factor for periods subsequent to the. time
active conduct of a savings and loan business is commenced.

Upon review of the entire record we, must con-
c1ud.e that appellant has failed to establish any abuse
of discretion by respondent. In computing appellant I s

,a
average loss experience respond_en.t  has followed a regu-
la,tion  which it issued as an exercise of its discretion
in this area. That regulation is very si.milar to a
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series of federa.  rul ings which have been repeatedly
upheld in the fed-era1 courts. Furthermore, these has
been no showiug tha.t the reserve allowed by the regula-
tion was nqt adequate to ab:;oYh appel_1_a17-t1  s reasonably
Foreseeable bad debt losses aili sing frOii1 current
Business  debts. (Cf. Arne~:icm  State R?_n.k v. United_._.____.._ .,^. :____..-.-“.-,L--_ W--.-m-
States, 279 P. 2d 585; Fi.~:st Nat.iona:l_u~.,~-~~~~r-.:.^----_-r~-~~ Rank in. Ol_ney,-“-I-3..-
‘-=a, Ltlt T . C .  764, aff’d, 3 6 8  F.2d lgt; l?i~:st.--e.__
Comae r 2 i al 3 a 31:._-,_-t_....._-.-..-~- _.._ 5-Y supra, 45 T.C* 175. ) Accordingly,
‘EJe conclude that respondent’ s action in this matter

, must be sustained.

.

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good c a u s e
qppearing therefor,
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IT IS HEREBY: ORDERISD, ADJUDGED AJT?D DECREED,
pursuant to swtion 25667 of the Revenue  and Taxation
Code., that the action of the Franchise  ,Tax- Board on. the
protest of’ Newport Ba.lboa Savings and. Loan Associatxon
aga.inst proposed. asses.>cment s of additional franchise
tax in the amounts of $16,403.42, $Zl,762.2l and j&593.87
for the income years 1761, 1962 and 1963, respectivel.y,
be nlodif’ied  in accordance with tl)e concessions of respond-
ent . 111 all  other  respects, the action of the Franchise
Tax Board is sustained.

Done  3-t Sacramento,  Cal i fornia,  ..tQ.is 4th d&y
0 1 J Ullt: , ,_T(“>  b.JJ  “AI” -.x..+-.-  -

/./

, Member

_, Secretary
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